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DEPARTMENT OF HEALTH SERVICES QJOSPITAL IMPROVEMENT FINANCING

This is a supplemental response to your Board’s motion of September 13, 2005, which
directed the Chief Administrative Office (CAO) and Department of Health Services
(Department) to identify high priority capital and deferred maintenance needs at the
Department’s facilities and to provide financing recommendations for such identified
needs. On September 16, 2005, the Department provided a list of $774.3 million in
unfunded capital and deferred maintenance needs to your Board, not including the
LAC+USC Replacement Project, which is currently under construction. The list did
include $419.4 million in capital improvements that are under development or design.
This report offers a financing plan that will:

e provide $419.4 million in funding for the aforementioned projects and $355.0
million to complete the funding of the LAC+USC Replacement Project, through
the use of cash and short/long-term financing;

e minimize impacts on the Department’s budget and avoid further exacerbation of
its forecast deficit by deferring additional debt repayment obligations on the
Department until 2011-12; and

e provide the County with an ongoing financing mechanism that will facilitate the
funding of future emergent capital needs.

The proposed financing plan entails utilizing proceeds generated through the sale of a
. portion of the Tobacco Settlement Payments that the County currently expects to
receive between 2012 and 2030, to redeem commercial paper that has been issued to
fund construction of the LAC+USC Replacement Project. The proposed redemption will
eliminate the need for a County bond issue to fund the project, replenish the capacity of
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the County’s commercial paper program, and provide interim financing for other priority
projects.

Your Board’s approval of the proposed financing plan will be requested in stages,
commencing with the Treasurer and Tax Collector's recommendations on your January
24, 2006 agenda regarding the issuance and sale of Tobacco Settlement Asset-Backed
Bonds. Implementation of the proposed plan will also require future approvals from
your Board of individual short and long-term financing recommendations that will be
presented in the future by the Treasurer and Tax Collector.

The proposed financing plan provides a feasible approach to financing the Department’s
immediate capital needs. Your Board's endorsement of the proposed financing plan
does not, however, constitute an approval of the individual capital projects for which the
plan is available to provide funding. Each project will still require your Board’s approval
to award and supplement design agreements and construction contracts in order to
proceed. The proposed financing plan merely provides a funding mechanism for
projects that your Board authorizes to proceed.

Project Funding Requirements

The capital needs identified in DHS’ September 16, 2006 memorandum included $419.4
million in projects that are either statutorily required, such as the seismic retrofit of acute
care inpatient facilities, or have been identified as a high priority by the Department and
essential to the ongoing provision of inpatient care. Each of the identified projects
previously received conceptual approval by your Board and all are currently under
development or design. These high-priority projects are identified in the table below.

Hospital Project Estimated Project Cost
Harbor/UCLA Surgery/Emergency Room Project $137.0 million
High Desert Multipurpose Ambulatory Care Center Conversion 74.0
Olive View Emergency Room/Tuberculosis Unit ' 33.8
Harbor/lUCLA SB1953 Seismic Retrofit Program 41.0
MLK SB1953 Seismic Retrofit Program 68.1
Olive View SB1953 Seismic Retrofit Program 23.5
Rancho Los Amigos SB1953 Seismic Retrofit Alternative 42.0
Total $419.4 million

The seismic retrofit projects are required under SB 1953 to be completed in 2008,
although extensions may be obtained through 2013. Even with the extended deadline,
however, retrofit activities must be phased o avoid concurrent operational impacts at
the County’s hospitals. Such phasing extends the construction period for the hospital
system as a whole and given that design activities are nearly completed, it is crucial that
construction proceed without deferral. .
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The Surgery/Emergency Room Project at Harbor/UCLA is in the final stages of plan
review and is directly linked, in terms of design and function, to the seismic retrofit of the
hospital's existing inpatient tower. The same linkage exists between the Emergency
Room/Tuberculosis Unit Project and seismic retrofit requirements at Olive View,
although the Emergency Room/Tuberculosis Unit Project is only in the schematic phase
of design.

The conversion of the former High Desert Hospital to a Multipurpose Ambulatory Care
Center (MACC) was previously approved by your Board in order to reduce the
Department’s ongoing operational costs. The configuration, condition, and location of
the existing 180,000 square foot hospital building, however, are not compatible with the
operational needs of a MACC, nor can it properly support its targeted service
population. Based on a recent needs assessment prepared by the Department,
construction of a new 120,000 square foot MACC facility is estimated to cost $74.0
million. My office, with the assistance of the Department, is currently reviewing design
options to determine if the functional and programmatic needs of the MACC can be met
at a lower cost. We will report back to your Board with final recommendations at a
future date.

The $822.0 million LAC+USC Replacement Project was not included in DHS’
September 16, 2005 report, since your Board previously approved construction and a
funding plan for the project. Under the approved plan, the Federal Emergency
Management Agency (FEMA) is providing $467.0 million and the remaining $355.0
million in project costs is being funded through the issuance of commercial paper and
ultimately the issuance of long-term bonds.

Financing Parameters

The primary constraint on any proposed financing structure is the Department’s
projected budgetary deficit, which is estimated to increase from $70.6 million in 2006-07
to $1.2 billion in 2009-10. In order to provide sufficient funding for the $419.4 million in
projects that are currently under development and design and the $355.0 million that will
be necessary to complete the funding of the LAC+USC Replacement Project, and yet
minimize the impact on the Department’s budget, the desired financing structure must
defer additional debt repayment obligations to a point in time where additional
budgetary resources are available to the Department.

Our review of DHS’ current debt profile revealed that the Department’s annual debt
payments will gradually decrease from $153.4 million in 2005-06 to $125.7 million in
2010-11. The Department's debt payments decrease dramatically, however, after
2010-11 to $9.9 million in 2011-12, primarily due to the final maturity of Pension
Obligation Bonds. Assuming the Department is able to address its budgetary deficit
prior to 2011-12, the significant budgetary savings the Department will realize in that
year will allow it to absorb additional debt repayment obligations with minimal impact to
its budgetary position.
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Current Capital Financing Plan

The current financing plan for the Department's capital improvements assumes a
combination of cash and long-term bond financing to fully fund a project’s costs. With
respect to the LAC+USC Replacement Project, FEMA is providing $467.0 million in
funds, with the balance of the project's costs being funded initially through commercial
paper proceeds. Under the current plan, the outstanding commercial paper wouid be
redeemed through an issuance of long-term County bonds upon completion of the
project in 2007.

The use of commercial paper allows the County to finance the project's construction
costs at short-term interest rates rather than the higher rates associated with long-term
bonds. It also eliminates the need to capitalize interest payments that would be payable
to investors during the construction period, if long-term bonds were issued when the
construction contract was awarded.

While this financing model has proven to be extremely cost effective with respect to the
LAC+USC Replacement Project, it is now apparent that it cannot meet the timing and
funding requirements of the other priority projects without impacting the Department's
efforts to address its deficit.

The planned issuance of long-term bonds to redeem the commercial paper in 2007 will
result in the commencement of an estimated $22.8 million in annual debt service
payments for the LAC+USC Replacement Project in 2008-09; three years before
additional budgetary savings will become available to absorb the additional debt
service.

The commitment of the commercial paper program’s current capacity to the LAC+USC
Replacement Project also leaves it unavailable for the Department’s other high-priority
projects. The unavailability of commercial paper, combined with the Department’s lack
of cash resources, wili require the issuance of long-term bonds in early 2006-07 to
provide sufficient funding for the other projects to proceed through design and
construction. As a result of the early bond issuance, an estimated $11.7 million in
annual debt service payments for the other priority projects will begin in 2007-08.

Further, since none of the other $419.4 million in priority projects have completed
design, the immediate issuance of long-term bonds will require the capitalization of
interest payments, which is estimated to increase overall debt service costs by $93.7
million. Finally, we cannot be assured that the issuance of long-term bonds based on
current project cost estimates rather than actual construction bids will provide sufficient
proceeds to complete the projects, given the high escalation and volatility in
construction costs over the past two years.
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Proposed Financing Plan

In order to fund the redemption of the commercial paper outstanding on the LAC+USC
Replacement Project and completion of the Department’s other priority projects, while
minimizing the impact on the Department’s short-term fiscal position:

e new debt service obligations must be deferred to 2011-12, when the Department
will realize additional budgetary resources due to the significant reduction in
existing debt service obligations; and

e capacity in the commercial paper program must be made available to fund
design and construction costs of the Department’s other priority projects.

Use of the commercial paper program will provide a cost effective and liquid source of
interim funding and negates the need to capitalize interest payments. More importantly,
it will allow the County to defer the issuance of long-term bond issues to a time when
the Department is better able to manage the additional debt service obligations.

In order to make the commercial paper program available, the $275.0 million in
commercial paper that is currently outstanding for LAC+USC Replacement Project must
be redeemed. The proposed financing plan is based on the use of proceeds generated
through the sale of a portion of the Tobacco Settlement Payments that the County
currently expects to receive between 2012 and 2030 to redeem the outstanding
commercial paper and will:

e eliminate the need for a long-term County bond issue for the LAC+USC
Replacement Project and allow the Department to avoid an estimated $22.8
million in annual debt service payments and $572.1 million in overall debt service
on the LAC+USC project;

e replenish the capacity of the County’s commercial paper program and provide
interim financing for other priority projects; and

o allow the deferral of annual debt service payments on long-term bonds for the
other priority projects until 2011-12 and thus avoid impacting the Department’s
deficit reduction efforts.

The deferral of annual debt service payments under the proposed financing plan will
also relieve the Department of an estimated $108.9 million of financing costs between
2005-06 and 2010-11 that would he realized under the current financing plan. In
addition to the added financial flexibility, we are estimating that the proposed financing
plan will reduce overall financing costs related to the Department’s capital program by
$35.2 million between now and 2037, when the long-term bonds will be fully matured.
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Proposed Sale of Tobacco Settlement Payments

The Tobacco Settlement Payments that are being proposed for sale total $650.0 million
and would have been received between 2012 and 2030. The targeted payment stream
represents only 25.9% of the total payments the County expects to receive, which
reflects the percentage of the 2005-06 Tobacco Settlement Payments that have not
been appropriated for the Department's purposes. Sale of this undesignated portion of
the future payment stream will avoid any impact to the Department’s current allocation
level. Further, the targeted payment stream does not commence until 2012, so as not
to diminish the resources available to the Department for its deficit reduction efforts.

The present value of the $650.0 million in targeted payments is estimated at $318.4
million. The Treasurer and Tax Collector currently estimates that $285.0 million in net
proceeds can be generated from the proposed sale. The difference of $33.4 million
between the estimated present value of the targeted revenue stream and the net
proceeds obtained by the County reflects a reserve payment fund of $28.1 million and
financing costs of $5.3 million.

Upon receipt of the $285.0 million in net proceeds, the outstanding $275.0 million in
commercial paper will be redeemed. The remaining $10.0 million in net proceeds will
be utilized partially fund the $70.0 million in construction costs remaining on the
LAC+USC Replacement Project. The balance of the project's construction costs will be
funded from the Department’s Tobacco Designation.

Implementation Schedule

The Treasurer and Tax Collector has prepared recommendations regarding the sale of
Tobacco Settlement Payments, as described above, for tomorrow’s Board agenda.
Approval of the Treasurer's recommendations will allow the sale of the targeted
Tobacco Settlement Payments to proceed. The balance of the proposed financing plan
will be presented to your Board for approval in the future. Your approval will represent a
final approval of the Department's other priority projects. The Department of Public
Works, along with my office and the Department will return to your Board with future
recommendations regarding further development and implementation of such projects.

Exhibits:  To assist with your review, the following exhibits have been attached for
your information:

Exhibit I: Summary of Current and Proposed Financing Plans

¢ Provides a summary of debt service and other financing costs that
are estimated under both financing plans. As indicated in this
exhibit, the proposed financing plan is estimated to save $35.2
million over the term of the proposed long-term bond sales versus
the current financing plan. ’
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Exhibit II:

Exhibit 111

Exhibit IV:

Exhibit V:

Exhibit VI:

Exhibit VII:

Exhibit VIII:

Compatrison of Financing Options Over the Term of the Long-Term Bonds

e Provides an annual comparison of debt service and other financing
costs that are estimated under both financing plans.

Net Impact to Department of Health Services Budget
e Provides a comparison of new debt service and other financing
costs against the budgetary savings the Department will realize
from the scheduled reductions in existing debt service obligations.

Summary of New Debt Service Requirements: Current Financing Plan

e Provides an annual summary of new debt service costs that are
anticipated under the current financing plan (including LAC+USC).

Summary of New Debt Service Requirements: Proposed Financing Plan

e Provides an annual summary of new debt service costs that are
anticipated under the proposed financing plan (without LAC+USC).

Summary of Other Financing Costs/(Savings): Current Financing Plan

e Provides an annual summary of other financing costs and savings
associated with the current financing plan.

Summary of Other Financing Costs/(Savings): Proposed Financing Plan

e Provides an annual summary of other financing costs and savings
associated with the proposed financing plan.

Projection of Tobacco Settlement Payments and Proposed Allocation

e Provides a detail projection of currently anticipated Tobacco
Settlement Payments and the proposed allocation to the
Department and to securitization, with the net present value of the
securitized payments. '

| am available to discuss this further with you, or your staff may contact Jan Takata at
(213) 974-1360.

Attachments

DEJ:SRH
JSE:DJT
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